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STATEMENT OF QUALI FI CATI ONS

Pl ease state your nanme and busi ness address.
My name is David J. Effron. My business address is 386 Min

Street, Ridgefield, Connecticut.

What is your present occupation?

I am a consultant specializing in utility regulation.

Pl ease summari ze your professional experience.

My professional career includes nineteen years as a regulatory
consultant, two years as a supervisor of capital investnent
anal ysis and controls at Gulf & Western Industries and two years
at Touche Ross & Co. as a consultant and staff auditor. | am a
Certified Public Accountant and | have served as an instructor in

t he busi ness program at Western Connecticut State Coll ege.

What experience do you have in the area of utility rate setting
pr oceedi ngs?
I have anal yzed nunerous el ectric, telephone, gas and water rate
filings in different jurisdictions. Pursuant to those anal yses
have prepared testinony, assisted attorneys in rate case
preparati on, and provi ded assi st ance during settl ement
negotiations with various utility conpanies.

| have testified in over one hundred cases before regulatory
commi ssions in Al abama, Col orado, Connecticut, Florida, Georgia,
Illinois, Indiana, Kansas, Kentucky, Mryland, Massachusetts,

M ssouri, New Jersey, New York, North Dakota, GChio, Pennsylvania,
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Q
A

Rhode | sl and, South Carolina, Texas and Virginia.

As a result of ny work with the Rhode I|sland Division of
Public Utilities and Carriers inregard to the restructuring pl ans
of Narragansett Electric Conpany (an affiliate of Massachusetts
Electric Conmpany) and Blackstone Valley Electric Conpany and
Newport Electric Conpany (affiliates of Eastern Edi son Conpany),
| amfamiliar with those restructuring plans, which are simlar in
nmost respects to the restructuring plans of their Massachusetts
affiliates. Furt her, because parties to the Massachusetts
settlements al so participated in the settl enent negoti ations that
| attended, | also becane famliar with the fornmula for the
transition charges for the Mssachusetts conpanies during the

course of the those negotiations.

Pl ease descri be your other work experience.

As a supervisor of capital investnent analysis at Gulf & Western
I ndustries, | was responsible for reports and anal yses concerni ng
capi tal spending prograns, including project analysis, fornulation
of capital budgets, establishment of accounting procedures,
monitoring capital spending and admnistration of the |easing
program At Touche Ross & Co., | was an associate consultant in

managenment services for one year and a staff auditor for one year.

Have you earned any distinctions as a Certified Public Accountant?
Yes. | received the Gold Charl es Wal do Haski ns Menori al Award for
the highest scores in the May 1974 certified public accounting

exam nation in New York State.
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Pl ease descri be your educational background.
I have a Bachelor's degree in Economcs (with distinction) from
Dartmout h Col | ege and a Masters of Business Adm nistration Degree

from Col unbi a University.

PURPGSE AND SUMVARY OF TESTI MONY

On whose behal f are you testifying?

I amtestifying on behalf of the Ofice of the Attorney Ceneral.

What is the purpose of your testinony?

My testinony addresses the determination of the transition charge
("TC') for Western Massachusetts El ectric Conpany ("WVECO' or "the
Conmpany"”) to be inplemented in association with its electric
restructuring plan. In particular, | address what el enents
shoul d and shoul d not be included in the transition charge and how
those elenents should be conputed. I have also prepared

schedul es that show the effect of my recomendati ons.

VWhat areas do you address in your testinony?

| address the follow ng areas:

A Gener al
1. Basi s of Transition Charge
2. NUG&T effect on WWECO cost responsibility

B. Fi xed Costs in TC

1. Recovery of MII|stone Costs
2. Regul atory Assets
a. Deferred fuel costs
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3.

b. Return on deferred nucl ear outage

C. Recogni tion of pension overfunding (FAS 87)
d. Return on FAS 106 and FAS 87

e. Met hod of recogni zi ng FAS 109

f. Prior Spent Nucl ear Fuel

St andard of fer deferra

Return on Unanortized Fi xed Costs

1.
2.

3
4,
5
6

Update of capital structure

Updat e of cost of debt

Updat e of cost of preferred stock

Determi nation of return on equity

I ncome tax rate

Cal cul ation of deferred tax offset

Vari able Costs in TC

return past 2009

1. CGeneration operating costs

2. Unavoi dabl e nucl ear costs

3. Cal cul ation of clainms, net of recoveries
Pot enti al Subsequent Adjustments to TC
1. Lost revenue formul ation

2. True-up for "l ost ROE"

3. True-up to FAS 106, FAS 87

O her Issues Affecting TC

1. Rate path vs. inflation cap

2. Ef fect of securitization,

3. Nucl ear PBR

4. Incentive fornula
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In addressing these areas, | occasionally conpare the
treatment bei ng proposed by WWECO to t hat adopted by Massachusetts
El ectric Conpany ("MECO') and/or Eastern Edi son Conpany ("EECO').
As the restructuring plans for those conpanies are the results of
settlenents, | understand that their TC fornulations are not
bi ndi ng on WVECO. However, | believe that, given the anount of
t hought and work that went into the devel opnent of the TC for MECO
and EECO, in reviewing WWECO s TC fornmula, the nmethod adopted by
those conpanies is a relevant consideration. | have reviewed the
Boston Edi son Conpany ("BECO') restructuring settlenent, and |
al so occasionally conmpare WVMECO s presentation to that of BECO
which | also believe is relevant to the consideration of WWECO s
transition charge formula. I ndeed, WMECO itself appears to
inplicitly acknow edge the rel evance of these settlenents in its
application, stating in the covering letter that in submttingits
plan it "has the benefit of reviewing ... the submttals of other
Massachusetts el ectric conpanies" including MECO EECO and BECO
and that the "resolution of nost issues is identical to those of
the other settling conmpanies”. As | believe that the transition
charge formul ae used by those conpani es are reasonable and fair to
all parties, | agree that the resolution of nost issues where
applicable should be identical, and it is in this spirit that |
refer to the terns of the TC cal cul ation for other conpanies that

have submtted settl enents.

Is any of your testinmony based on an audit or a review of the

prudence of the plant costs that WWMECO is seeking to include in

5
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t he cal cul ation of the TC?

No. | have not conducted a full audit of the costs that WWECO i s
seeking to recover, nor have | conducted a prudence review of
capital additions since 1991 or other elenents of WWVECO s pl ant
costs. It is ny understanding that these issues will be addressed
in the second phase of these proceedings. M testinony addresses
the structure of the TC and the costs that shoul d be incl uded, or,
as the case may be, not included. For the purpose of making TC
calculations, | have relied on the costs presented by the Conpany
in its exhibits and responses to information requests. The
proper balances to actually be used in the calculation of the TC

will be determned after the full independent audit.

TRANSI TI ON CHARGE

GENERAL

1. Basis of Ternination Charqge

VWhat is the amobunt of the initial termnation charge being
proposed by WVECO?

WVECO is proposing an initial TC of $0.0318 for 1998.

How di d the Conpany cal culate this transition charge?

This is the ampunt of the TC that, when conbined with the other
conmponents of WWECO s unbundled rates, |leads to an overall rate
reduction of 10% In this regard, it is a fixed anount that all

the conponents of the TC nmust add up to.

Has t he Conpany al so projected the transition charge beyond 1998?

6
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Yes. Exhi bit 13E, Schedule 1, page 1 also shows the projected
transition charge by year for the years 1999 through 2010. In
projecting the transition charge by year, the Conpany assuned t hat
the non-nucl ear plant would be divested (at book value) in 1999
and 2000, and the unrecovered nucl ear plant costs and regul atory

assets would be securitized in stages begi nning January 1, 1999.

In determining the transition charge, for the years 1999 t hrough
2010, are you incorporating the effects of divestiture and
securitization?
No. Consistent with the presentations of MECO and EECO, | have
calcul ated the transition charge by year w thout reference to the
effect of divestiture or securitization. WECO characterizes its
presentation as a calculation of the base transition charge. As
the term has been used by MECO and EECO, the base transition
charge does not include the effects of securitization or
di vestiture. To be consistent, and to maintain conparability, the
cal culation of the base transition for WVECO shoul d not include
the effect of securitization and divestiture. Wen divestiture
does take place, and if securitization does take place, then the
calculation of the transition charge should be nodified to
i ncorporate the effect of divestiture and securitization. Unti
these transactions actually occur, the effects of the divestiture
and securitization are nothing nore than assunptions that m ght,
or m ght not, be borne out by reality.

In the response to Attorney General Information Request AG

19-12, the Conpany provided the path of the transition charge

7
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wi t hout the effect of divestiture or securitization. | have used
the information provided in this response as the basis for ny
calculation of the transition charge by year. Again, this is

consistent with the presentations of MECO and EECO

How have you deternmined the transition charge by year in your
schedul es?

For 1998 and 1999, | have held the transition charge at the
$0. 0318 per kwh proposed by WWECO. | have used the anortization
expense as the residual to nmake the total of the itens included in
the TC equal to $0.0318 per kwh for those two years. For the
years after 1999, | have anortized the fixed costs on the schedul e
proposed by WVECO and have cal cul ated the transition charge as the

sumof all the fixed and vari abl e costs.

2. Cost Allocation to WWECO Pursuant to NUGKT

Do the unrecovered plant balances on WMECO Exhi bit 13E, Schedul e
1, page 5 reflect the WWECO ownership shares of the plants
i ndi cat ed?

Yes. Thus, for exanple, the plant balances for the MIIstone
Units 1 and 2 reflect WWECO s 19% ownershi p share. For M| stone
3, the balance shown reflects the WWVECO 12. 2% ownershi p share,
which is approximtely 18.8% of the ownership of the parties to
the NUGKT. The plant bal ance for Northfield Mountain reflects the
WVECO 19% ownership share. Wth regard to the other hydro-
electric units and fossil units, the plant bal ances shown refl ect

WVECO 100% owner shi p.
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Is the WVMECO ownership share of the plants the sane as WVECO s
cost responsibility for ratemaki ng purposes?

No. The WMECO cost responsibility is based on the Northeast
Utilities Generation and Transm ssion Agreenent ("NUGT"). The
NUG&T al | ocates generation and transm ssion costs to its nmenbers,
WVECO, Connecticut Light and Power ("CL&P"), and Hol yoke Water
Power ("HWP"), based on their contributions to load. Thus, all of
the WWECO, CL&P, and HWP generation related costs, both capacity
related and energy related, are included in the total pool of
NUG&T generation costs. The capacity rel ated generation costs are
then allocated to each nenber based on its contribution to peak

and the energy rel ated generation costs are all ocated based on kwh
sales. As WWECO s contribution to peak and rel ative kwh sal es are
different fromits ownership share of the generating plants, its
ultimate cost responsibility pursuant to the NUXRT is also

different.

Does WVECO s ownership share of the generating plants bear any
relationship to its own | oad and generation m x needs?
No. The Departnent has al ready determ ned t hat WWVECO owner shi p of
the generating plants bears no relation to its own |oad and
generation mx needs. The Departnent has also found that
Northeast Utilities planned on a system basis and did not try to
optim ze each nenber conpany's generation m x because of the way
that the NUXT Agreenent allocated costs. (Order, DPU 84-25
pages 46 - 47).

In addition, at the technical conference on March 26, 1998

9
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John W Noyes, speaking on behalf of WVECO, agreed that the NUG&T
is, in substance, the sane as if a single generating entity owned
the facilities and recovered the costs by charging the
di stribution function (Technical Conference, March 26, 1998, Page
99). In fact, this is the equivalent of the corporate structure
of New Engl and Electric System and Eastern Uilities Associ ates.
For those organi zations, the generation costs were allocated to
bot h MECO and EECO, respectively, based on their historic relative
responsibilities for those costs. The allocation of generation
costs to WMECO should also be based on its relative cost

responsibility, pursuant to the NUGKT.

If the cost of the generating units is included in the transition
charge based on WWECO s ownershi p percentage, rather than WWECO s
cost responsibility pursuant to the NUGT, will this represent a
shift of the cost responsibility for these units fromwhat it has
been under traditional ratenmaking?

Yes. Basing the transition charge on WWECO s ownership share
rather than its cost responsibility will result in a substanti al
cost shift to WWVECO mainly from CL&P. In particular, the
transition charge will reflect a greater responsibility to WVMECO
for MIIstone capacity related costs than WMECO has exi sted under

traditional ratenmaking.

Should the determ nation of the plant balances to be recovered
through the transition charge be nodified?

Yes. The transition charge should reflect WWECO s cost

10
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responsibility for these generating plants pursuant to the NUG&T.
Basing the recovery of the plant balances on WVECO s ownership
share, rather than the NUG&T, woul d cause a cost shift that would
i npose a greater cost responsibility on WWECO r at epayers t han t hey
woul d be responsi bl e for under a continuation of traditional cost
based ratemaking. It is ny understanding that the purpose of the
transition charge is to permt WECO to recover the costs that
they m ght otherwi se have been able to recover, if cost based
rat emaki ng had continued in effect in Massachusetts. They should

not be allowed to recover nore than those costs.

If the plant balances to be recovered through the transition
charge are based on the NUXT, rather than on WMECO s ownership
share, should there also be other nodifications to the transition
charge formula?

Yes. The follow ng conponents of the transition charge woul d al so
have to be nodified to reflect WWECO s cost responsibility
pursuant to the NUG&T, rather than WMECO s ownership share: the
MIlIstone 1 regulatory asset (Exhibit 13E, Schedule 1, page 6(a),
deconmi ssioning costs (Exhibit 13E, Schedule 1, page 8), power
contract obligations (Exhibit 13E, Schedule 1, page 9), nuclear
PBR (including the treatnent of unavoi dable nuclear costs), and
the deferred taxes related to the fixed conponent (Exhibit 13E,
Schedule 1, page 11). In addition, the calculation of the
residual value credit would have to be nodified to reflect WECO s
cost responsibility. This would entail attributing a portion of

the val ue of WMECO s owned generating stations to the other NUG&T

11
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menbers based on traditional cost responsibility and attributing
a portion of the value of the other NUXT nenbers' generating
stations to WWECO, including a portion of the value of units such
as HW's M. Tom coal plant, again based on the historic cost

responsibility for these generating stations.

Have you prepared a schedule which shows how the cost
responsibility pursuant to the NUGT agreenent would be
i ncorporated into the WVECO transition charge.

Yes. | have prepared my Schedule 1A, which calculates the
transition charge based on the WVMECO cost responsibility pursuant
to the NUGT, rather than on WVMECO s ownership share. This, in
general, results in a reduction to the WWECO TC. For, exanple, as
can be seen by conparing the TC rates on Schedul e 1A, Page 1 to
Schedul e 1B, Page 1, in 2000 the TC on a WWVMECO "stand al one" basis
is $0.02844 while the TC based on the WHECO NUGT cost

responsibility is $0.02598.

How did you <calculate the traditional responsibility for
generation related costs pursuant to the NUGKT?

| based the traditional cost responsibility for WVMECO on WVMECO s
wei ghted average share of the NUGXT capacity costs and energy
costs for the years 1993 - 1997. The supporting cal cul ations are
shown on Schedul e 1A, Page 9. This is generally consistent with
t he net hod used by NEES and EUA to al |l ocate generati on costs anong
its distribution subsidiaries for the purpose of calculating the

transition charges in Massachusetts and Rhode | sl and.

12
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Was it necessary to nmke other assunptions in calculating the
i npact of reflecting the NUGKT?

Yes. This exhibit necessarily required certain assunptions in
i ncorporating the effect of the NUGT. Where applicable, these
assunptions are shown the pages of Schedule 1A Because the

i ncorporation of the NUGT changes the whole basis for the

determ nation of the transition charge, | have reflected this as
a separate schedul e. In Schedule 1B, | show the effect of
i ncorporating the other nodifications that | am proposing,

exclusive of the effect of basing the cost recovery on the NUGKT.

FI XED COST COVPONENT OF TC

1. Recovery of MIIstone Costs

Have you incorporated the AGs position on the recoverability of
M Il stone costs in your calculation of the TC?

Not at this time. However, when the AG testinony on nucl ear
issues is filed, I will nodify nmy calculation of the TCto refl ect

the proposed recovery of MII|stone costs.

2. Requl atory Assets

a. Def erred Fuel
Has the Conpany proposed to include deferred fuel costs in the
regul atory assets recovered through the transition charge?
Yes. The Conpany has included a deferred fuel balance of
$23, 100,000 in regul atory assets as of March 1, 1998. The Conpany
is proposing to anortize this balance over twelve years and

i ncl ude the unanortized balance in the regul atory assets earning

13
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a return. As explained by the Conpany, this bal ance reflects the
estimte of unrecovered costs associated with the operation of

WVECO s fuel cl ause.

Shoul d the deferred fuel balance be included in regulatory assets
recovered through the transition charge?

No. It is ny understanding that the Departnent has opened a
generic docket to address the ratenaking treatnent of the final
bal ance of fuel clause costs that are over or under recovered as
of the retail access date. |In the generic docket, the Departnent
will be able to review the calculation of the deferred fuel
bal ances, the extent to which there should be carrying costs on
the deferred fuel bal ances, and the appropriate carrying cost rate
to be used. For exanple, it is ny understanding that as a result
of prior settlenents, there should be no return on a portion of
the deferred fuel balance recorded by WECO It cannot be
determ ned from the information provided by WWECO whether the
deferred fuel balance included in the regulatory assets earning a
return has been properly adjusted to exclude the deferred fue

bal ance whi ch should not be earning a return. 1In addition, it is
my understandi ng that there are al so prudence i ssues regarding the
recoverabl e bal ance of deferred fuel. G ven the areas already at
issue in the determnation of the transition charge, | believe
that it would be unduly burdensone to attenpt to address all fue

recovery issues in the context of this proceedi ng. The Depart nent
will be able to appropriately address issues such as this and

ot her fuel recovery issues in its separate generic docket or in a

14
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generating unit performance revi ew.

Have you elinm nated the deferred fuel fromthe cal cul ati on of the
transition charge?

Yes. On ny Page 5, | have elimnated the deferred fuel bal ance
fromthe regulatory assets to be recovered through the TC. There
should be no deferred fuel balance in the regulatory assets
earning a return, and there should be no anortization of deferred

fuel included in the conputation of the transition charge.

b. Def erred Nucl ear Qut age

Has the Conpany included deferred nuclear outage costs in
regul atory assets?
Yes. The Conpany has included a return on and a return of

deferred nucl ear outage costs in its calculation of the TC

Is this treatnment appropriate?
No. In response to Attorney General Information Request 3-10, the
Conpany stated that it has not been the practice of the Departnent
to include deferred nucl ear outage expense in rate base for the
purpose of determning retail revenue requirenents. If the
Conmpany is allowed to include a return on the deferred nuclear
outages in the calculation of the transition charge, it would be,
in effect, recovering through the transition charge what it could
not recover under traditional ratenmaking.

The purpose of the transition charge should be to allow the

Conpany to recover what it could recover if traditional ratemaking

15



10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

27

had conti nued. However, the transition charge should not be used
as a nechanismto allow the Conpany to recover what it could not
recover as a conponent of its cost of service for ratenaking
pur poses under traditional ratemaking. Accordingly, the treatnent
of the deferred nuclear outage costs in the calculation of the TC

shoul d be nodifi ed.

What do you recommend?

If there is to be any recovery of the deferred nuclear outage
costs, then | recomrend that the deferred nucl ear outage costs be
treated as a regul atory asset not earning a return for the purpose
of calculating WWECO s transition charge. This would preserve the
treatment of this cost under traditional ratemnmaking. For the
purpose of calculating the TC as part of this testinony, | have
removed the deferred nuclear outage cost from the regulatory
assets earning a return and for now included this balance in the
regul atory assets not earning a return. In the nuclear issues
phase of this proceeding, the question of whether there should be
a return of, as opposed to a return on, these deferred costs w ||

be addressed.

C. Excess Pensi on Fundi ng
VWhat is the market value of the assets in the Conmpany's pension
fund conpared to the projected benefit obligation?
According to the footnotes to the 1997 WVMECO Annual Report, as of
December 31, 1997, the nmarket value of Conpany's pension plan

assets was $181, 028, 000, conpared to a projected benefit
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obligation ("PBO') of $109, 536, 000. Thus, the narket val ue was

$71, 492,000 in excess of the PBO

In calculating the TC, did WVECO recognize the excess of the
mar ket val ue of the pension plan assets over the PBO?

No. Al t hough the Conpany is proposing to include the FAS 106
transition obligation in the calculation of the TC, it is not
proposing any parallel recognition of the market value of its

pensi on funds in excess of the PBO

VWhat is the Conpany's stated reason for ignoring the overfunding
of its pension obligation in the determ nation of the transition
char ge?

In response to Attorney GCeneral Information Request 3-17, the
Conpany stated that it is legally prohibited fromusing the val ue
of the pension plan assets in excess of the pension benefit
obligation as an offset to the regulatory assets included in the

transition charge.

I's this explanation plausible?

No. In response to Attorney Ceneral Information Request 14-14,
t he Conpany was unable to cite any cases supporting its contention
that regulators are legally prohibited fromgiving recognition to
pensi on plan assets in excess of the projected benefit obligation
in determining the appropriate computation of a conpetitive
transition charge.

I n additi on, MECO, EECO and BECO agreed to i nclude the excess

17
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of the value of pension plan assets over the pension benefit
obligation in their transition charge cal cul ations. Although the
treatnment agreed to by MECO EECO, and BECO were in the context of
settl ements, and as such are not | egal precedent, | do not believe
that the signatories to those settlenents would have voluntarily
agreed to anything that would have violated any applicable |aw
That is, if there was a legal prohibition to recognizing the
pensi on overfunding in the determ nation of the transition charge,
I do not believe that the representati ves of these conpani es woul d

have agreed to the treatnment that they did.

If the excess value of pension assets over the pension benefit
obligation is included in the determnation of the transition
charge, does this inply that WWECO woul d have to raid its pension
fund for the benefit of custoners?

Absolutely not. This would sinply be an accounting recognition of
the overfunding of WWVECO s pension plans at the tinme of the
restructuring. The ratepayers have paid for this overfunding, and
the amount of the overfunding that relates to the generation
function should be recognized in the determnation of the

transition charge.

VWhat would happen if there is no recognition of the pension
overfunding in the calculation of the transition charge?

There will be an unreasonable windfall to WWECO and its investors.
That is, if traditional cost of service rate regulation were to

continue for the generation function, the benefit of the pension
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overfunding would inplicitly be passed along to ratepayers.
However, with the generation function being deregul ated, there is
no vehicle to pass this benefit to ratepayers in the future. Wth
the price of generation based on market, rather than cost, the
benefit of the pension overfunding would inure to WVECO and its
i nvestors, even though ratepayers had paid for this overfunding.
Again, if the purpose of the transition charge is to all ow
the Conpany to recover what it would be able to recover under
traditional ratemaking, then there nust be sonme offset to the
regul atory assets included in the transition charge for pension
overfunding. 1In effect, the excess of pension fund assets over
the pension benefit obligation is a regulatory liability that the

Conpany owes to its ratepayers.

Shoul d the Conpany include the market value of its pension fund
assets in excess of the PBOin the cal culation of the TC?
Yes. The Conmpany is proposing to include the transition
obligation related to post retirenent benefits ot her than pensions
(FAS 106) in the calculation of the TC. To be consistent, there
shoul d al so be a recognition of the narket val ue of pension fund
assets in excess of the PBO, which is calcul ated pursuant to FAS
87, in the calculation of the TC, to the extent that the excess of
the market value over the PBO is generation related.

Further, the TC allows the Conpany to collect the cost in
excess of market value of its generating plants and purchased
power contracts. To be consistent, the value of the pension funds

in excess of the cost of the pension benefit obligation should
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also be reflected in the determ nation of the TC

Have you cal cul ated the anmount of the market value in excess of
the PBO that should be included in the cal culation of the TC?
Yes. On Schedul e 1B, Page 5a, | have cal cul ated the generation
rel ated market val ue of pension assets in excess of the PBO that
is related to the generation function. I have allocated the
pensi on assets in excess of the PBO to generation using the same
al l ocation nethod that the Conpany used for FAS 106, i ncluding
allocation of the pension assets in excess of the PBO for
Nort heast Nucl ear Energy Conpany and Northeast Utilities Service
Conpany.

In my calculation, | have recognized the excess value only
to the extent that it exceeds 5% of the value of the pension
funds, consistent with the "corridor” nethod of recognizing the
di fference between the market val ue of the pension funds and the
PBQ. (That is, the difference between the market value of the
pension fund and the PBO is recognized only to the extent that it
is nmore than 5% of the market value or the PBO whichever is
greater.) I have also offset the excess market value by the
prepai d pensi on asset on the Conpany's books, in that the prepaid
pensi on asset represents pension costs recognized by the Conpany
that have not be recovered through rates. As can be seen on
Schedul e 1B, Page 5a, the unrecogni zed pension gain applicable to
WVECO i s $23,393,000. Finally, | have included an anorti zation of
the excess pension funding over twelve years, as a credit to the

anortization of regul atory assets. Again, this is consistent with
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the Conpany's treatnent of FAS 106.

Should there be a future true-up of the difference between the
mar ket val ue and the PBO?

Yes. The Conpany should reconcile the estinated bal ance for the
excess pension funding being included in the TC at this time with
the actual excess pension funding at the date of divestiture, to
the extent that the pension obligation is associated with the
plant being divested, and include the difference in the
reconciliation account, as the Conpany is doing wth regard to FAS

106.

Is the treatnent that you are proposing for the excess pension
fundi ng consistent with the treatnent used by MECO, EECO and BECO
in their calculations of their transition charges?

Yes. The transition charge fornulae for MECO EECO, and BECO
treat FAS 106 and FAS 87 in a parallel manner, as | have proposed

here.

d. Return on FAS 106 and FAS 87 Bal ances
In determning the transition charge, has WVECO i ncl uded a return
on the FAS 106 bal ance?
Not explicitly. However, the FAS 106 balance included in
regul atory assets includes the effect of a return conponent on a
present val ue basis, and the FAS 106 bal ance is then treated as a
regul atory asset not earning a return. Because the Conpany did

not treat the FAS 87 excess pension funding as a regulatory
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liability, there was obviously also no recognition of any return

related to FAS 87.

Should the calculation of the TC include a recognition of the
return on the FAS 106 and FAS 87 bal ances?

Yes. However, the rate of return that is applied to these
bal ances shoul d not be the sanme rate of return that is applied to

the net plant bal ances and ot her regul atory assets.

What rate of return should be applied to the FAS 106 and FAS 87
bal ances?

The discount rate used in the actuarial determnation of the
present val ue of the benefit obligation should be used as the rate
of return. In 1997, WWECO used a discount rate of 7.75% to
cal cul ate both the pension cost and other postretirenent benefit
cost. This is the rate of return that | have used for the purpose
of calculating the return conmponent related to the FAS 106

regul atory asset and the FAS 87 regulatory liability.

Why is this the appropriate rate to use?

The FAS 106 regul atory asset and FAS 87 regulatory liability are
not included in the Conpany's determ nation of rate base for
revenue requirement purposes. However, these itens represent the
di scounted present value of future obligations. The obligation
(which in the case of pensions is a negative obligation, or
unrecogni zed asset) wll accrete annually by the amunt of the

di scount rate. The effect of this annual accretion should be
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recogni zed by application of the discount rate to the regulatory
asset or liability in the TC calculation for the purpose of
cal cul ating carryi ng charges.

On Page 5, | have calculated a return on the FAS 106 and FAS
87 bal ances by applying the discount rate used by the Conpany in
its actuarial studies. As | amseparately providing for a return
I have included the FAS 106 transition obligation in regulatory

assets without any inplicit return conponent.

e. FAS 109
Has the Conpany included its FAS 109 regulatory asset in the
cal cul ation of the TC?
Yes. The Conpany has included the FAS 109 regul atory asset, which
is the offset to the additional accunul ated deferred i ncone taxes

cal cul ated pursuant to FAS 109, in the deternmination of its TC

What does the FAS 109 regul atory asset represent?

Pursuant to Statement of Financial Accounting Standards 109, the
Conmpany nust record accunulated deferred income taxes on all
tenporary book-tax differences. The net accunul ated deferred
incone tax liability otherw se recorded on the Conpany's books and
recogni zed for ratemaking purposes is less than the anmount that
woul d be recorded pursuant to FAS 109. Thus, the Conpany mnust
book an entry to recognize the additional liability pursuant to
FAS 109. Because this amount will ultimtely be recovered through
the ratemmking process, an offset to the additional FAS 109

liability is recorded as a regulatory asset. It is the generation
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related portion of this FAS 109 regul atory asset that is included

in the TC

Shoul d any aspect of the Conpany's treatnment of the FAS 109
regul atory asset be nodified?
Yes. The Conpany’s treatnent does not properly recognize the
relati onship between the calculation of the FAS 109 regulatory
asset and the cal culation of accunulated deferred income taxes.
As expl ai ned above, the FAS 109 regul atory asset is an offset to
the entry to deferred taxes necessary to recogni ze normalization
of all tenporary book-tax timng differences. The establishment
of this regulatory asset did not entail any cash outl ay. If the
FAS 109 regulatory asset is included in the TC, then deferred
taxes should be calculated on a basis consistent with the
devel opnment of that regulatory asset, and should reflect the
normalization of all book-tax timng differences.

The Conpany has excl uded t he FAS 109 regul atory asset bal ance
from the net regulatory assets earning a return. The FAS 109
regul atory asset should be included in the bal ance of regulatory
assets earning a return. Then, consistent with this treatnment,
the deferred tax offset used in calculating the carrying charge
el ement of the TC shoul d be determ ned by applying the inconme tax
rate to the difference between the full book basis of plant
bal ances and regul atory assets and the tax basis of those plant
bal ances and regul atory assets. This treatnment of the FAS 109
regul atory assets and calculation of the accunul ated deferred

i nconme taxes is internally consistent with the devel opnent of the

24



10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

27

FAS 109 regul atory asset and its recognition as a conponent of the
TC. It is also consistent with the nethod used by MECO and EECO

in their calculations of the transition charge.

f. Prior Spent Nucl ear Fuel

Has t he Conpany recogni zed a regulatory liability for prior spent
nucl ear fuel in the calculation of the TC?

Yes. The accrual for the prior spent nuclear fuel balance is a
regulatory liability that the Conpany deducts fromthe regulatory
assets in the calculation of the TC. The prior spent nucl ear fuel
bal ance reflects the anmount that has been recovered through rates
for spent nuclear fuel but which has not been paid to the
Departnment of Energy. This liability accrues interest at the

three nmonth U S. Treasury Bill rate.

Should the interest on this liability be included in the
cal cul ation of the TC?
Yes. Consistent with the treatnment of the prior spent nuclear
fuel balance as a regulatory liability that is deducted from
regul atory assets, the interest associated with this liability
shoul d be included in the determ nation of the transition charge.
This is equivalent to treating interest on custoner deposits as an
operati ng expense when custoner deposits are deducted from rate
base in a traditional utility revenue requiremnment case.

The Conpany has treated the interest on the prior spent

nucl ear fuel balance as a conponent of the "unavoi dabl e" nucl ear
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costs reflected in the TC. However, because this expense rel ates
directly to the regulatory liability, the interest should be
separately identified and included in the determ nation of the TC
The treatnent of this interest expense should not depend on the
ultimte treatment of the unavoi dabl e nucl ear costs or the nucl ear
PBR, in the event that Departnent adopts a treatnent of the going
forward nucl ear costs different fromthat proposed by the Conpany.
Accordingly, | have reflected the interest on the prior spent
nucl ear fuel balance as a separate elenent of the wvariable

conmponent of the TC on Page 3.

3. Standard Offer Deferra

Has the Conpany included its projection of standard offer
deferrals in the transition charge?

Yes. The standard offer deferrals are summari zed on Exhi bit 13E
Schedul e 1, page 2A. These deferrals total nore than $100 mllion
for the years 1998-2004. The deferrals represent the difference
bet ween the forecasted retail market val ue of power and the retai
standard offer price for each of the years indicated. WECO is
proposing to defer this difference, securitize the deferred costs,

and include the paynents on the securitized bal ances in the TC

Should these standard offer deferrals be included in the
cal cul ation of the TC?

No. To the extent that WMECO | oses revenue as a result of having
to provide standard offer service at a price | ess than the prudent

cost of service for its generation, that should be included inits
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| ost revenue calculation that is used to adjust the residual val ue

credit.

Is there a difference between the wholesale price of standard
offer service and the retail price of standard offer service?
Yes. There is such a difference for the years 1998 - 2000. The

difference for those years is as foll ows:

Whol esal e Ret ai
1998 $0. 032 $0. 028
1999 $0. 035 $0. 031
2000 $0. 038 $0. 034

Shoul d t he Conpany be able to defer this difference for subsequent
col l ection?
This would be consistent with the treatnent approved by the

Departnment for other conpanies.

Return on Unanortized Fi xed Costs

Does the Company's transition charge include a return conponent?
Yes. The return conponent is shown on Schedule 1, Page 12 of
Exhibit 13E. It is calculated by applying the rate of return to
the unanortized bal ance of the fixed conponent of the transition

char ge.

How di d the Conpany calculate the rate of return to be applied to
the unanortized bal ance of the fixed conmponent ?

The Conpany calculated the rate of return based on its 1995
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capital structure and the 1995 cost rates for |long term debt and
preferred stock. The return on comon equity included in the
overall weighted average rate of returnis 11.0% and the wei ghted
costs of preferred stock and commobn equity are grossed up for
applicable incone taxes. The pre-tax weighted average rate of
return used to calculate the return conponent included in the TC

is 12.64%

Should the Conpany's calculation of the rate of return be
nodi fi ed?

Yes. As | discuss below, the capital structure, cost rate of |ong
term debt, and cost rate of preferred stock should be updated.
Furthernore, | recommend that the return on comon equity be
determ ned on the sanme basis as it was in the MECO EECO and BECO

settl enents.

1. Capital Structure

VWhat capital structure did the Conpany use for the purpose of
calculating the overall rate of return?

The Conpany used the 1995 average year end capital structure.

Is this the proper capital structure to use for the purpose of
determ ning the weighted average rate of return to be used in
calculating the return conponent of the transition charge?

No. The transition charge comenced in March, 1998. The capital
structure as of 1995 is not pertinent to determning the rate of

return in March, 1998. | seriously doubt that in the context of
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determ ning revenue requirenents in a traditional rate case the
Departnment would use a capital structure over two years old for
t he purpose of calculating the rate of return. Simlarly, for the
purpose of determning the return conmponent to include in the
transition charge, the capital structure should be updated to
reflect the capital structure ratios as of the inplenmentation of

the TC.

What do you recommend?

I recommend that the capital structure used in calculating the
rate of return be updated to reflect the balances of the first
quarter of 1998. On Page 7, | show the ratios of |ong term debt,
preferred stock, and common equity as of the end of 1997, as an
estimate of the ratios for first quarter of 1998. | used these
year end 1997 bal ances as esti mates because the Conpany declined
to provide the ratios as of March 1, 1998, despite being requested

to do so several tines.

2. Cost Rate of Long Term Debt

VWhat cost rate for long term debt has the Conpany incorporated
into its determnation of the overall rate of return?
The Conpany has used a cost rate of 7.81% for long term debt.

Again, this is based on the 1995 cost of |ong term debt.

Should the cost rate used in the determnation of the rate of
return be nodified?

Yes. Again, the cost rate of long termdebt should be updated to
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reflect the rate at the time of the inplenmentation of the
transition charge. The 1995 cost rate of long term debt is not
rel evant to the determ nation of a charge comencing in 1998. The
cost rate of long termdebt as of March 1, 1998 is 7.60% and this
is the rate that | have used in the calculation of the overall

rate of return.

3. Cost of Preferred Stock

VWhat cost rate for preferred stock has the Conpany incorporated
into its determnation of the overall rate of return?
The Conpany has used a cost rate of 7.13% for preferred stock

Again, this is based on the 1995 cost of preferred stock

Should the cost rate used in the determnation of the rate of
return be nodified?

Yes. Again, the cost rate of preferred stock should be updated to
reflect the rate at the time of the inplenmentation of the
transition charge. The 1995 cost rate of preferred stock is not
rel evant to the determ nation of a charge comencing in 1998. The
cost rate of preferred stock as of year end 1997 (again used as an
esti mat e because the Conpany di d not provide the actual rate as of
March 1, 1998) was 8.74% and this is the rate that | have used in

the cal cul ati on of the overall rate of return.

4. Return on Conmobn Equity

What return on common equity does the Conpany include in the

cal cul ation of the overall rate of return?
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The Conpany includes a return on conmon equity of 11.00%

VWhat is the basis of the 11.00% return on conmon equity included
by the Conpany in the determ nation of the overall rate of return?
As far as | know, the Conpany has provided no basis for why this
is the appropriate return on compn equity to be used in
determning the overall rate of return. In fact, the 11.00%
return on comon equity appears for the first tinme in Conpany
Exhi bit 13E and is a departure fromthe return on equity used in
all prior versions of Exhibit 13, dating back to January, 1998.

In all prior versions, the return on equity was |l ess than 11. 00%

Do you believe that 11.00%is a reasonable return on common equity
to use in calculating the return conponent of the TC?

No. I recormmend that the Departnent determ ne the cost of equity
conponent of any carrying costs included in the transition charge
based on the fornula used to determne the transition charges of
MECO, EECO, and BECO. That fornula bases the return on equity on
the level of the transition charge. Pursuant to this fornula, as
the cunul ative average of the transition charge decreases, the
allowed return on equity increases. Wth a transition charge of
$0. 0318, which is the Company's calculated transition charge for
1998, application of the appropriate fornmula results in a return
on equity of 8.64% This is the return on common equity that
should be used in calculating the rate of return. As | explain
later in ny testinony, use of this formula provides the Conmpany

with proper incentives to mtigate the TC. On Schedule 4, | show
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a table that sunmarizes the allowable return on equity for

different transition charges based on this formnula.

5. | ncome Tax Rate

What i ncome tax rate does the Conpany state should be used for the
purpose of grossing up the preferred stock and conmmon equity
conponents of the rate of return?

On Page 6 of the text acconpanying Exhibit 13E, the Conpany
descri bes a conbined state and federal incone tax rate of 40.6059%
as the conbined tax rate "currently in effect"”. However, it is
not .

I n response to Attorney General Information Request 8-15, the
Conpany explained that the 40.6059% effective incone tax rate
i ncl udes consi deration of "excess deferred taxes". To the extent
that excess deferred taxes exist, it would inpact the bal ance of
accunul at ed deferred i ncone taxes deducted fromunanortized fixed
costs in calculating the balance to which the rate of return is
appl i ed. However, the income tax rate used to gross up the
preferred stock and equity conponents of the rate of return should
be based on the current income tax rate, as the return component
is prospective and is not affected by the existence of excess

accunul at ed deferred taxes.

VWhat incone tax rate should be used to gross up the preferred
stock and equity conponents?
As stated by the Company in its response to Attorney General

I nformati on Request 19-2, the current combined effective incone
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tax rate is 39.225% In fact the Conpany itself inplicitly uses
this combined tax rate on Exhibit 13E, Schedule 1, Page 12.
Accordingly, on Page 8, | also use a conbined state and federa
i ncome tax rate of 39.225%for the purpose of determ ning the pre-

tax rate of return.

6. Accunul at ed Def erred Taxes

Shoul d there be any other adjustnents to the cal culation of the
return conmponent of the transition charge?

Yes. As | have explained above, the calculation of the
accunul ated deferred incone taxes deducted from the unanortized
fixed costs in calculating the base to which the rate of returnis
appl i ed shoul d be nodi fied. The FAS 109 regul atory asset includes
the effect of timng differences which had not been normalized,
i ncluding prior flow through of accel erated depreciation and the
equity component of AFUDC. It is the offset to the adjustnent to
t he book bal ance of accunul ated deferred i ncome taxes that would
be necessary to recognize full normalization of all tinmng
di ff erences. In this regard, it also inplicitly recognizes the
effect of any excess accunul ated deferred i ncone taxes resulting
fromthe use of higher income tax rates in prior years.

Wth the FAS 109 regul atory asset included in the total of
regul atory assets earning a return, the accunulated deferred
incone taxes that offset the bal ance of unanortized fixed costs
can be calcul ated by sinply applying the current conbined incone
tax rate to the difference between the book basis of the fixed

conponent earning a return and the tax basis of all itens included
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in the balance earning a return. On Page 5, | have included the
net FAS 109 regulatory asset in the balance of regulatory assets
earning a return. Accordingly, on Page 8, | have calcul ated the
accunul ated deferred tax offset to the balance of the fixed
conponent earning a return by applying the conbined state and
federal income tax rate to the difference between the book basis
and tax basis of those itens.

Again, this is the appropriate and internally consistent
met hod of recognizing the FAS 109 regulatory asset in the
transition charge and calculating the deferred tax offset to the
fixed component for the purpose of <calculating the return

conponent of the TC

VARI ABLE COSTS IN TC

1. Generati on Operating Costs

Has the Conpany included an itemwhich it has | abel ed "Generation
Operating Costs" in the variable conponent of the transition
char ge?

Yes. Exhi bit 13E, Schedule 1, Page 3, includes $11,070,000 of
"Generation Qperating Costs" in the variable conponent of the

transition charge.

VWhat do these Generation Operating Costs represent?
As expl ained by the Conpany, the Generation Operating Costs are
included to reflect the support of continued operation of the

NUGST agreenent.

34



10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

27

How are the Generation Operating Costs cal cul ated?

The calculation of the Generation Operating Costs is shown on
Exhi bit 13E, Schedule 1, page 3A. As represented on this page,
the Ceneration Operating Costs are the difference between the
NUG&T costs included in the total cost of service and the el enents
of the NUGKT that are included in the transition charge (exclusive
of the MIIstone replacenent power), |ess revenues from sal es at

the standard offer rate.

Is it necessary to include the Generation Operating Costs in the
vari abl e component of the transition charge?
No. Section B.1.1.3 (b) (ii) of the text acconpanying Exhibit 13E

states that the residual value credit will be adjusted by "any
revenues |ost by WWECO between the retail access date and the
divestiture date, neasured by the difference between the unit’'s
revenues that WWVECO woul d have collected fromthe fully all ocated
(e.g., including A&G generation portion of the npbst recently
Departnment approved rates and unit’s narket revenues plus any
transition charge revenues related to the unit sold."

This is exactly the sane fornula that is used to calculate
the Generation Operating Costs on Exhibit 13E, Schedule 1, page
3A. The revenues | ost by WVMECO are based on the generation cost
of service, which is the same as the "Cost of Service Total"
colum on Exhi bit 13E, Schedule 1, page 38. Thus, to include the
CGeneration OQOperating Costs in the variable conponent of the

transition charge and to al so include a | ost revenue offset to the

r esi dual value credit would constitute a double count.
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Accordi ngly, the Generation QOperating Costs should be renoved

fromthe variabl e component of the TC

Do the MECO or EECO transition charges include anything anal ogous
to the CGeneration Operating Costs in the variable conmponents of
their transition charges?

No, they do not. The fornula for the MECO and EECO transition
charges include an offset to the residual value credit that is
substantially the sane as the | ost revenue definition contained in
the WWECO transition charge fornula. However, there is no
addi ti onal conmponent of the MECO and EECO transition charges for
ongoing Generation Operating Costs incurred prior to the
di vestiture. The transition fornulae for MECO and EECO contain no

such doubl e counting, and neither should the forrmula for WVECO

2. Unavoi dabl e Nucl ear Costs

Has WWECO i ncluded "unavoi dable nuclear costs" in the variable
conponent of the transition charge?
Yes. The "unavoi dabl e nucl ear costs" for the years 1999 t hrough

2003 are shown in colum M of Exhibit 13E, Schedule 1, Page 3

VWhat do these "unavoi dabl e nucl ear costs" represent?

The "unavoi dabl e nucl ear costs" represent the costs associated
with the ownership of nuclear power plants that WWECO asserts
cannot be avoided, even if the plants are not running. These
costs include insurance, security, property tax, NRC fees,

"regul atory conpliance", and interest on spent nuclear fuel. The
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Conpany i ncl udes the "unavoi dabl e nucl ear costs"” in the transition
charge from the tinme of the divestiture of the non-nuclear
facilities to the divestiture of the nuclear facilities, which is
assuned to be January 1, 2004. It should be noted that although
these costs do not vary with the operation of the units, they are
not necessarily constant over tine and can change from year to

year.

Is this the appropriate treatnment for the "unavoi dabl e nucl ear
costs"?
No. First, as | have explained in my testinony on regulatory
assets, the interest on the spent nuclear fuel should be treated
as a separate item in the variable conponent of the transition
char ges.

Second, the treatnent of the other "unavoi dabl e nuclear
costs" should be the sane as the treatnent of the other nuclear
operating expenses in the PBR for nuclear units. Thus, there
shoul d not be a separate item for "unavoi dabl e nucl ear costs" in
the variable component of the transition charge. Rat her, the
"unavoi dabl e nucl ear costs" should be included in the nuclear PBR
formula. | will explain this in ny testinony on the nuclear PBR

in the nucl ear issues phase of this proceeding.

3. Clains Net of Recoveries

Does the variable conmponent of the transition charge include an

item for damages, costs, or net recoveries fromclains?
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Yes. This is shown in colum K in Exhibit 13E, Schedule 1, page
3. For the purpose of Exhibit 13E, this itemis assunmed to be

zero.

Shoul d the definition of this item be nodified?

Yes. Section B.1.2.3 (h) of the transition charge formula
specifies that thisitemrelates to "danages, costs, or recoveries
associated with the generating business of WECO or its
affiliates, which accrued prior to the date of divestiture and
whi ch were not recovered fromtheir insurance carriers.” To the
extent that WWVECO has already accrued a reserve for future
damages, any prudent expenditures for damages should be charged
against the reserve rather than to the transition charge. | f
charges for damages that accrued prior to the date of divestiture
exceed the reserve for such damages, then the charges should be
eligible for inclusion in the transition charge, subject to audit

of the bal ances and the prudence of any expenditures.

POTENTI AL SUBSEQUENT ADJUSTMENTS TO TC

1. Lost Revenue

Does the WMECO transition charge forrmula include a provision to
recover lost revenue fromthe time of the retail access to the
di vestiture?

Yes. The transition charge forrmula provides for an offset to the
residual value credit for revenues |lost by WECO between the
retail access date and divestiture date as neasured by the

di fference between the revenues WVECO woul d have col |l ected based
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on fully allocated generation costs and the market value of such

revenues plus transition charge revenues.

Should the fornmula for |ost revenue be nodified?

Yes. The |ost revenue fornmula for MECO, EECO and BECO all
include a cap of 8 mlls per kwh. The fornmula for |ost revenue
includable in the TC for WMECO should be nodified so that it is
al so capped at 8 mlls per kwh. In that it is ny understanding
that the Act does not explicitly provided for any recovery for
such lost revenue, it is not unreasonable to cap the recovery at

8 mlls per kwh.

2. True-Up for Lost ROE

Does WWECO s transition charge forrmula include a true-up for | ost
return on equity?

Yes. The Conpany is requesting to defer, and subsequently
collect, costs that will restore an 11%return on equity, to the
extent that such return is foregone in 1998 as a result of the

rate cap.

Shoul d t he Conpany's proposal to true up the 1998 return on equity
to 11% be included in the transition charge fornul a?

No. Again, there is an appropriate fornmula to calculate the
return on equity conponent of any carrying costs included in the
TC, and it does not entail any automatic true-up to an 11.00%
return on equity. As | explain later in my testinony, the return

on equity conponent of the TC should be based on the |level of the
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TC, to provide a proper incentive to mtigate the costs that go

into the TC.

3. True-Up to FAS 106, FAS 87

Does the Company's proposed transition charge fornula include a
true-up related to the accunulated post-retirement benefit
obligation associated with the FAS 106 transition obligation?

Yes. Section B.1.1.3(a)(i) provides for a true-up to the actua
bal ance at the date of divestiture for the accumul ated post-
retirenment benefit obligation associated with the FAS transition

obl i gation.

Shoul d the definition of this adjustnent be nodified?

Yes. The definition should be nodified to specify that the true-
up will include the effect of any actuarial gains or |osses
associated wth the accumul at ed post-retirenent benefi t
obligation, as of the time of each divestiture. The FAS
transition obligation was originally calculated at the tine of the
adoption of FAS 106 for financial reporting purposes. Since that
time there have been changes in actuarial assunptions related to
cost escalation rates, discount rates, return rates, and other
actuarial inputs to the determination of the FAS 106 benefit
obl i gati on. The true-up to the FAS 106 transition obligation
shoul d al so include the effect of the actuarial gains or | osses on
t he FAS 106 post-retirement benefit obligation. Again, this would
be consistent with the transition charge fornulae for MECO and

EECO
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Shoul d there be any ot her adjustnent to the fixed conponent of the
transition charge?

Yes. I am recommendi ng that the difference between the market
val ue of pension fund assets and the projected benefit obligation
be reflected into the determi nation of the transition charge, to
the extent that this difference exceeds 5% of the market val ue of
the plan assets. This balance should al so be adjusted to refl ect
its status at the time of divestiture. Again, this is consistent
with the provisions of the MECO and EECO transition charge

f or mul ae.

OTHER | SSUES AFFECTI NG THE TC

1. Projected Rate Path

Has t he Conpany presented any anal ysis showi ng how its projected
rates through the year 2004, the end of the standard offer
transition period, conpare to its present rates (after reflecting
the 10% rate reduction mandated by the Act) adjusted for
inflation?

No. In Attorney General Information Request AG 18-16, the Conpany
was asked to provide cal cul ati ons showi ng how its proposed rates
t hrough 2004 for custoners taking standard offer service conply
with the inflation cap in the Act. Rat her than presenting any
such analysis, the Conpany sinply stated that it is "fully aware
that an inflation cap applies” and that it "will, in accordance
with the I aw, keep these rates under the inflation cap". However,
t he Conpany has provided no specifics of howit expects to attain

t hi s goal
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Have you prepared an analysis of how the projected rate path

conpares to the capped rates adjusted for inflation?

Yes. On Schedule 2, | have presented a conparison of the path of

WVECO s rates through 2004 to the present total rate adjusted for

inflation. For the purpose of this conparison, | have adopted the

fol |l owi ng assunptions:

1. An inflation rate of 2.0% per year.

2. No change to the distribution or transm ssion rates fromthe
rates shown in Conmpany Exhibit 7, for the years 1998 - 2004.

3. The retail standard offer service rate by year as specified
on Exhibit 13E, Schedule 1, Page 2A.

4. The transition charge as specified in Exhibit 13E, Schedul e
1, Page 1, which itself assunes successful securitization and
di vestiture of non-nuclear generation assets at book val ue.

As can be seen on this Schedule, the Conpany's total average rate

for years 2000, and each year thereafter, exceeds the inflation

cap. Again, it should be noted that for the purpose of this

analysis, | have not nodified the Conpany's assunptions wth

regard to divestiture and securitization. If, for example, the

effect of securitization were elimnated, the transition charges

woul d be significantly higher for the years 1999 - 2004.

Do you believe that, to the extent your analysis required
assunptions beyond the assunptions used by WWECO in its TC
cal cul ati ons, your own assunptions are reasonabl e?

Yes. The rates for standard service and the transition charges

are taken directly fromthe Conpany's presentation. Wth regard
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to the distribution and transm ssion rates, | believe that
assum ng no change in these rates for the years 1998 - 2004 is
reasonably conservati ve.

Wth regard to the inflation rate, the 2.0% assunption, is
al so reasonably conservative. |If | had assumed a higher inflation
rate, then at sonme point, the total average rate would conply with
the inflation cap. However, the higher the inflation rate, the
less realistic the assunption regarding no change in the

transm ssion rates or distribution rates becomes.

What do you conclude fromthis anal ysis?

As presented, it is highly unlikely that the total average rates
charged by WVMECO for the years 1998 - 2004 would conply with the
inflation cap. The departnment should require the Conpany to
present some description of the steps that it plans to take to
ensure that the rates being charged during the standard offer
transition period will conply with the inflation cap specified in
the Act. A statement that the Conpany is aware of the inflation
cap and tends to keep its rates under the inflation cap is not
adequate. The Conpany should be required to provide specifics of

how this will be acconplished.

2. Securitization

Have you reviewed the Conpany's plans to securitize certain costs
included in the transition charge?
Yes. The Company has assuned that it wll securitize nuclear

pl ant costs and regul atory assets and has reflected the results of
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t he assunmed securitization transactions in the calculation of the
TC. The initial securitization of $496, 455,000 i s assuned to take
pl ace January 1, 1999. The securities are assuned to carry a
6.25% interest rate for 12 years, with equalized annual paynents
of interest and principal over the 12 year term Smal | er
securitizations are expected to take place each year 2000 through
2004. On Schedule 3, | summarize the securitizations assuned to
take place in each of these years and the annual paynents
resulting from each of these securitizations. The tota

securitization paynments by year for the years 1999 - 2010 are
shown on Conpany Exhibit 13E, Schedule 1, page 2 under the colum

headed "Interest Mrtgage Paynent".

Wul d these interest nortgage paynents continue beyond the year
20107?
Yes. Each of the securitization transactions is assuned to have
a 6.25%interest rate and a 12 year term as shown in the response
to AG 14-3. Thus, the paynents on the securitization taking place
January 1, 2000 would not be conplete until Decenber, 2011.
Simlarly, the securitization transaction taking place January 1,
2004 woul d not be conplete until Decenber, 2015.

Based on its response to Attorney General Information Request
AG 19-5, the Conpany seens to believe that there will be no
i nterest nortgage paynents after the year 2010. There will be no
i nt erest nortgage paynments associated wth the initial
securitization taking place January 1, 1999 after the year 2010.

However, if the subsequent securitization transactions also have
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a twelve year term there will be interest nortgage paynments
associ ated with those securitizations subsequent to 2010.

On Schedule 3, | show the anobunt of the interest nortgage
paynents for each year 1999 - 2015. It can be seen that for the
years 1999 - 2010, the interest nortgage paynents are exactly the
same as shown by the Conpany on Exhibit 13E, Schedule 1, page 2,
Col um D. Gven the assunptions wused by the Conpany in
calculating the interest nortgage paynents for the years 1999 -
2010, there nust also be interest nortgage paynents for the years

2011 - 2015, as shown on this schedul e.

Does the Company's calculation of transition charges include an
al l owmance for carrying costs for any period beyond the year 2009
on the unanortized bal ance of costs all owable as transition costs?
Yes. The last interest nortgage paynent in the Conpany's
presentation of the transition charges takes place in 2010. This
would include interest on the wunanortized principal of the
securitized balance of the transition charge. Simlarly, the
securitization paynents beyond the year 2010 al so i ncl ude i nterest
on the unanortized principle balances.

It is ny understandi ng that the inclusion of interest on the
unanortized securitization principal in 2010 in the transition
charge is inconsistent with the provisions of the Act specifying
that no carrying costs will be allowed for the period beyond 2009
on any unanportized bal ance of costs allowable as transition costs
(Section 1@ b)(3)(d)). The Conpany has not stated whether it

plans to continue fixed cost recovery in the transition charge
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beyond the year 2010, and, if so, it intends to include the
interest on the unanortized principle balances associated with the
securitization. However, if the Conpany does intend to recover
this interest beyond the year 2010, then it is nmy understanding

that this too would be inconsistent with the Act.

What would happen if the interest nortgage paynents related to
this securitization were not extended beyond 2009?

Assuni ng that the Conpany still sought to recover all of the costs
presently in the transition charge, and to do so by 2009, the
transition charge for the years 1999 through 2009 would have to
i ncrease substantially. This would make it that nuch harder for
the Conpany to collect the full transition charge and to stil
preserve the econom c benefit of the 10%rate reduction by staying
within the inflation cap specified in the Act. By stretching the
securitization paynments beyond 2009, the transition charges for
the years 1999 - 2009 are reduced, but the customers pay for this,
with interest, in higher transition charges subsequent to 2009
Wt hout this stretch out of the recovery of the fixed costs in the
transition charge, it would be even nore difficult for the Conpany
to keep its rates within the inflation cap during the standard

offer transition period.

3. Nucl ear PBR

Have you revi ewed the nucl ear PBR bei ng proposed by WWECO
Yes. The nuclear PBR will be addressed in the nuclear issues

phase of this proceeding.
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4. Mtigation |Incentive Formula

Has WWECO included a nitigation incentive nmechanism in its
transition charge fornula?

Yes. Exhibit 13E, Schedule 1, pages 4 and 4A show the mtigation
i ncentive nechanism that WVECO is proposing for its non-nuclear
pl ant and power contracts, respectively. Wth regard to the non-
nucl ear plant, WMECO is proposing that it earn a mtigation
incentive of 4% of the divestiture proceeds in excess of the book
value of its plant. Wth regard to the power contracts, WVMECO i s
proposing that it earn an incentive of 4% of the anpunt by which
t he actual above market costs of the purchased power contracts are
| ess than the above market costs initially assuned for the purpose

of calculating the base transition charge.

Are these mtigation incentives appropriate?

No. Wth regard to the non-nuclear units being divested, the
mar ket val ue has nothing to do with the book val ue. Ther ef or e,
the incentive nmechanism should not be based on the difference
bet ween mar ket val ue and book val ue.

Wth regard to the power contracts, the 4% mtigation
incentive, as it is presented by WWECO, is nore of an incentive
for overestimating the above market costs of the purchased power
contracts than it is an incentive for mtigating the cost of those
contracts.

There are two above market purchased power contracts,
Masspower and Springfield, of these two, Masspower is the |arger

contract. The initial estimte of the above market costs of the
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Masspower and Springfield purchased power contracts is shown on
Exhi bit 13E, Schedule 1, pages 9 and 10. Referring to Exhibit
13E, Schedule 1, page 9, it can be seen that the estinmated cost
for the Masspower contract for 1998 is $24, 826,000 for ten nonths,
which is based on an annual cost of $29, 791,000, and the
forecasted cost for 1999 is $31,491,000. This conpares to actua
costs for the Masspower contract of $23,714,000 in 1996 and
$25, 589, 000 for 1997. Thus, the annualized rate for 1998
represents an increase of 16% over the total cost in 1997.
Further, the cost per kwh for the Masspower generation in 1998 is
projected to be approximately 7.4 cents per kwh, an increase of
approxi mately 23.5% over the average rate of 6.0 cents per kwh in
1997. The forecasted cost for 1999 assunes a further increase in
the total cost of the Masspower generation and in the cost per
kil owatt hour. 1In addition, the whol esal e market prices used by
WVECO on Exhibit 13E, Schedule 1, page 10 for the purpose of
cal cul ating the above market cost of the Masspower contract appear
to be on the | ow side.

If the actual cost of the Masspower contract is below the
cost assumed by WWMECO, which appears likely, and the market val ue
of the generation is higher, then the above nmarket cost of the
Masspower contract will be lower than the estimte used by WWECO
in the calculation of the base transition charge. This woul d
result from nothing more than the high cost and |ow value
assunptions used by WVMECO to cal cul ate the above market cost of
the Masspower contract. Yet, for this, WECO would earn a

mtigation incentive. The reward would be not for actually doing
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anything to mtigate the above market cost, but rather using high

cost and | ow val ue assunptions to begin wth.

Should the mtigation incentive proposed by WVECO be nodified?

Yes. The settlenments with MECO EECO and BECO all use the same
formula for calculating the cost of equity conmponent included in
the carrying costs that are part of the transition charge.
Because this fornula pegs the wultinmate return on equity
recoverable by the Conpany to the cumul ative average transition
charge, this return on equity formula provides a conprehensive
incentive to the Conpany to mitigate the transition charge to
customers. The Conpany will achieve a higher return to the extent
that it lowers the transition charge and to the extent that it
| owers the TC sooner rather than later. The return on equity
formula in the settlenments does not |limt the conpanies’
incentives to mtigating the above market cost of purchased power
contracts and/or nmaximzing divestiture proceeds, but rather
rewards the conmpanies for mtigating the transition charge on a
conpr ehensi ve basi s. The mitigation incentive inplicit in the
return on equity fornula in the settlenments is the appropriate
incentive to include in the TC determ nation. It is also
consistent wth the fornula specified in the Act, whi ch
establishes a maxi mum allowable return on equity to be included
in any return conponent of the TC. In fact, except for the [ ast
ten words in Section 1Eb)(3)(c), the fornula in the settlenents

is exactly the same as the fornmula in the Act.
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Coul d you denpnstrate how the return on equity formula in the Act
provides an appropriate incentive to nitigate the transition
char ges?

Yes. The Act provides that if the cunul ative average of the TCis
| ess than $0.01, the Conpany can earn a 12% return on equity as
part of any return conponent included in the transition charge;
if the TCis between $0.01 and $0.02, then that return is reduced
by one basis point for each $.0001 that the TC is above $0.01; and
if the TCis nobre than $0.02, then the return is further reduced
by two basis points for each $0.0001 that the TC is above $0.02.

Thus, for exanmple, iif a Conpany’'s cunulative average
transition charge were $0.02 over a given period, it would earn an
incentive reward equal to 200 basis points on conmmpn equity as
conpared to what would be recovered if its cunulative average
transition charge were $0.03 over that same period. Pursuant to
this formula, a conpany can earn nore, or less, than its cost of
equity, depending on how successful it is in mtigating the
transition charge.

Wth regard to MECO, EECO, and BECO the effect of using this
formula for the mtigation incentive can be seen in the schedul es
acconpanying the settlenents. The starting point for the return
on equity is based on the fornmula in the Act (again, except for
those ten words referred to above). Then as the cumulative
average of the TCis reduced, an incentive reward is earned. The
effect of the incentive is to increase the return on equity

conponent of the transition charge.
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VWhat does this fornula acconplish?

Very sinply, it rewards electric utility conpanies that are
successful in mtigating their transition charges and penalizes
those conpanies with higher transition charges and does so in a
way that is fair and equal for all conpanies undergoing
restructuring. However, if each conpany is free to choose its
own nechanism then it should be obvious that this goal is
defeated. What we are left with is the prospect of conpanies with
hi gher transition charges earning greater incentives, not because
they actually earn those greater incentives, but rather because
they are free to design "incentive" nechanisnms to their own
advantage, with rewards that have nothing to do with actually

mtigating the transition charges.

What do you recommend?

Pursuant to the formula adopted in the MECO, EECO, and BECO
settlements, the lower the transition charge, the higher the
return on common equity included in the carrying charges. This
provi des an appropriate i ncentive nechanismto mtigate transition
charges. By calculating the return on common equity pursuant to
this fornmula, the Conpany would be given a proper incentive to
mtigate its transition costs on a conprehensive basis. This is
the mtigation incentive that should be included in the transition
charge formula. As it is the mtigation incentive included in the
transition charge formulae for MECO EECO, and BECO, it should
also be the mtigation incentive that is included in the WECO

transition charge fornul a.
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Does this conclude your testinony?

Yes.
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